The problem is that administrative costs are inevitably higher for tiny microlending than for normal bank lending. For instance, lending $100,000 in 1,000 loans of $100 each will obviously require a lot more in staff salaries than making a single loan of $100,000. Consequently, interest rates in sustainable microfinance institutions (MFIs) have to be higher than the rates charged on normal bank loans.
As a result, MFIs that claim to be helping poor people nevertheless charge them interest rates that are substantially higher than the rates richer borrowers pay at banks. No wonder this seems wrong to observers who do not understand, or do not agree with, the argument that MFIs can usually serve their poor customers best by operating sustainably, rather than by generating losses that require constant infusions of subsidies.
In today's microfinance industry, there is still some debate about whether and when longterm subsidies might be justified in order to reach particularly challenging groups of clients.
But there is now widespread agreement, within the industry at least, that in most situations MFIs ought to pursue financial sustainability by being as efficient as they can and by charging interest rates and fees high enough to cover the costs of their lending and other services.
Nevertheless, accepting the importance of financial sustainability does not end the discussion of interest rates. An interest charge represents money taken out of clients' pockets, and it is unreasonable if it not only covers the costs of lending but also deposits "excessive" profits into the pockets of an MFI's private owners.
Even an interest rate that only covers costs and includes no profit can still be unreasonable if the costs are excessively high because of avoidable inefficiencies.
High microloan interest rates have been criticized since the beginning of the modern microfinance movement in the late 1970s. But the criticism has intensified in the past few years, and legislated interest rate caps are being discussed in a growing number of countries. Part of the reason for the increased concern about rates is simply that microfinance is drawing ever more public attention, including political attention.
Another factor is that quite a few MFIs are now being transformed into private commercial corporations.
In the early years most MFIs were ownerless not-for-profit associations, often referred to as nongovernmental organizations (NGOs) intuition to the data in judging whether rates or profits strike them as "abusive," "exploitative," "excessive," "unreasonable," etc.
CGAP analyzed the level and trend of microcredit rates, and compared these rates with other rates that low-income borrowers pay. Then we "decomposed" MFI interest income, looking at the levels of its four main components: cost of funds, loan loss expense, administrative cost, and profit. Finally, we briefly considered whether emerging competition can be expected to lower rates in the future. Comparison with other rates paid by low-income borrowers MFI rates were significantly lower than • consumer and credit card rates in most of the 36 countries for which we could find rate indications, and significantly higher than those rates in only a fifth of the countries.
Interest rate levels
Based on 34 reports from 21 countries, MFI • rates were almost always lower-usually vastly lower-than rates charged by informal lenders.
MFI rates were typically higher than credit • union rates in the 10 countries for which data were found. But in the cases where the credit unions offered a specialized microcredit product, their interest charges tended to be the same as, or higher than, prevailing MFI rates. However, it is hard to make much of this information, not only because the sample size is so small, but also because we know little about the comparability of customers and products. Indeed, it would be astonishing if this were not the case, given the diversity of the industry and the scarcity of competitive markets yet.
Cost of funds
The real question is whether unreasonable MFI lending rates are more than occasional exceptions. We do not find evidence suggesting any widespread pattern of borrower exploitation by abusive MFI interest rates. We do find strong empirical support for the proposition that operating costs are much higher for tiny microloans than for normal bank loans, so sustainable interest rates for microloans have to be significantly higher than normal bank interest rates. We find a general pattern of moderate profits for MFI owners. Finally, we find that interest rates, operating costs, and profits have been declining quite rapidly in recent years, and we would expect this trend to continue in the medium-term future.
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